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I. COUNCIL SUMMARY 


COUNCIL SUMMARY 


We have prepared this Council Summary in the belief that 
the various failures and deficiencies described in the 
body of this report can only be understood by focusing on 
the real nature of the investment activity conducted by 
the City of San Jose. The failure to properly understand 
this activity, and consequently to implement appropri- 
ate procedures, policies, controls and reporting mecha- 
nisms led to the situation in which the City now finds 
itself. 


In our experience, municipal investment policies are very 
conservative in that they: 


4 Provide for the protection and safety of the 
municipality's invested funds 


8 Provide funds to meet the municipality's cash 
requirements (essentially serving as a buffer 
between the timing of revenue sources, such as 
tax payments, and expenditures, such as payroll) 


Earn 4 reasonable rate of return on the inveasctad 
funds, but not at the expense of the first two 
objectives. 


Typically, the municipality will accomplish these objec- 
tives: by investing according to the following 
guidelines: 


° Investments are predominately short-term 

: Investments are made so that the municipality's 
cash requirements are satisfied by the maturity 
of securities in the portfolio 


: Investments are usually made only in the safest 
instruments, such as: 


— Obligations of the United States Treasury 
and agencies of the Federal government 

2 Certificates of deposit | 

— High quality commercial paper 

— Bankers acceptances 


— Repurchase agreements 


Although the City of San Jose's investment portfolio con- 
Sisted of the instruments described above, the investment 
strategy that it was pursuing (described below) contained 
a high level of risk and was speculative in nature. 


As early as 1981, there is evidence that the City's port- 
folio managers had shifted their objectives from those of 
conservative municipal portfolio management (as described 
above) to those of attempting to earn both trading profits 
and a high rate of return on its invested funds. The 
investment activities used to increase the return on its 
portfolio included: 


- Contracting with dealers to buy securities but 
selling the same securities before having to 
tender cash in settlement of the purchase 
transaction 


Generally, purchased securities had several day 
settlement periods between "trade date," when 
the committment to purchase was made, and "set- 
tlement date, when cash was actually tendered 
in exchange for the security. If the market 
value of the security increased between trade 
date and settlement date, the City had the 
opportunity to realize a profit on the transac- 
tion without ever disbursing funds to acquire 
the security. However, if the market value of 
the security declined between trade date and 
settlement date, the City had the risk of 
incurring a loss, and owing money to the broker 
or paying for and taking the security into the 
portfolio at a cost in excess of its then fair 
market value. These types of transactions are a 
form of speculation on future interest rates. 


g Investing in long-term securities 


The market value of longer term securities (for 
example, those with maturities of ten to thirty 
years) tends to be more sensitive to changes in 
the general level of interest rates than the 
market value of shorter term securities (for 
example, those with maturities of less than one 
year). The City had substantial holdings of 
long-term securities that were acquired, accord- 
ing to the Treasury division employees that we 
interviewed, not with the intent of holding them 
to maturity, but rather with the intent of 


selling them at a profit following an antici- 
pated decline in the general level of interest 
rates. Interest rates, however, increased, 
leaving the City with large unrealized losses in 
the portfolio. Current cash requirements could 
not be met without sale of these long-term secu- 
rities. Sale of the securites converted the 
unrealized losses into realized losses. 


: Using leverage (borrowing) to increase the 
amount of funds the City had invested 


MMercicy oad’ ae / in secur: 
ties that were financed by reverse repurchase 
agreements. The City entered into these posi- 
tions in anticipation of increases in the market 
value of the securities, which would result from 
anticipated decreases in the level of interest 
rates and would allow them to realize a profit 
on the security without actually disbursing cash 
to acquire it. When the market value of the 
securities declined instead (due to the general 
increase in the level of interest rates), the 
City incurred significant losses in the market 
value of these positions. These losses were 
realized through payments (referred to as 
"haircuts") to broker / dealers or resulted in 
paying for and taking the securities into the 
portfolio at costs in excess of their market 
value. 


The investment activity engaged in by the City was very 
different in nature from the activity one would expect in 
a conservative municipal investment portfolio. The City 
was aggressively engaged in sophisticated debt securities 
trading, including use of complex leverage techniques, 
with the intent of maximizing total yield on the invest- 
ment portfolio. The City's overall procedures, policies, 
and controls were not designed with this activity in mind 
and were not adequate to identify or control the risk 
inherent in this activity. Essentially, there was a fail- 
ure at all levels of City government to recognize this 
difference or the speculative nature of the City's invest- 
ment activity, and either curtail it or install appropri- 
ate management systems to control it. This failure is 
evidenced by: 


City Investment Policy 


The City's investment policy, while specifically 
prohibiting speculation, did not adequately de- 
fine speculation or contain detailed provisions 
DrOonhioltcing tne, specitic transacelonus "the City 
was engaged in. To our knowledge, the City's 
investment policy was never formally reviewed or 
ratified by the City Council. 


Investment Procedures and Controls 


The investment procedures and controls in place 
in Treasury and Accounting were inadequate to 
control and manage the City's investment 
activity. The unrealized gain/loss position 
was not known. Trading gains and losses were 
not segregated from interest income or expense. 
Generally, the ultimate profitability or loss on 
an individual investment transaction was not 
known and the amount of outstanding commitments 
due to the various leverage techniques was not 
known. 


Management Reportiuy aud neview 


The reports prepared by Treasury division 
employees for City management did not adequately 
disclose the nature or scope of the City's 
investment activities. Although certain statis- 
tical and numerical data was provided in the 
reports that would have permitted a reader to 
identify the situation as unusual, the reports 
did not specifically address the risk inherent 
in the approach being taken. Basic information 
regarding gains and losses (realized and unreal- 
ized), gross profits and gross losses from trad- 
ing activity, and the amount of commitments to 
buy or sell securities was not known (see above) 
and consequently could not be reported. Asa 
result, there was no effective management review 
of the City's investment activity, and the por- 
tion of the City's activity (mainly the increas- 
ing average maturity of the investment port- 
folio) that could have been detected by a review 
of the existing reports went unnoticed. 


Internal Audit 


Internal Audit, in its review of the Treasury 
division's investment activity and its report 
thereon in early 1983, failed to recognize the 
nature of the City's speculative investment 
activity. The objectives set out for the re- 
view, if met, would have identified the true 
situation that existed. Failure in this regard 
appears to have been due, in part, to a combina- 
tion of a lack of expertise and inadequate 
controls over the report-drafting process. 


Management Responsibility and Authority 


The investment portfolio is the largest recorded 
asset of the City. Responsibility for managing 
a portion of the portfolio was delegated to an 
employee four management levels below the City 
Manager. Personnel actually responsible for 
Treasury activity did not appear to have the 
training, background or requisite understanding 
to properly execute their management responsi- 
bilities. Review of their performance was inad- 
equate and] limited, in part due to the lack of 
information identified above. 


The remainder of this report contains our specific find- 
ings and recommendations with regard to the general issues 
discussed above. 


II. INVESTMENT POLICY 
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INVESTMENT POLICY 


We reviewed the various City Council resolutions and 
government code sections related to the authorization of 
investment activities by the Finance Department, and 
interviewed current and former Finance Department 
officials. Our findings and recommendations are listed 
below: 


Findings 


A statement of investment policy for the City of San 
Jose was prepared by the Chief of the Treasury and 
submitted to the Director of Finance in May 1979. 
This statement of investment policy was updated 
annually if additional types of investments had been 
approved by government code. The most recent version 
of the statement was dated May 1983. 


The original statement of investment policy was 
based on an article published in a newsletter of the 
Municipal Treasurer's Association of the United 
States and Canada. The article referred to the 
investment policy of Boulder, Colorado. 


To our knowledge, the policy was not officially adop- 
ted by the City Council as City policy. However, it 
was sent to the then City Manager, James A. Alloway, 
for comments and his concurrence. We have not found. 
any record of his response. 


The criteria for selecting investments and the 
order of priority in the statement of investment 
policy were: 


its Safety 
2. Liquidity 
ae Yield 


In addition, the statement of investment policy 
includes provisions that state that the City "does 
not buy stocks; it does not speculate or deal in 
futures or options," and "longer term investments 
(over one year) are generally limited to maturities 
of five years or less, and only rarely do they extend 
beyond ten years." 


Tris Mnitormalspoloyewas Mou adhered Toland sinvest— 
ment decisions were made on the basis of yield. 


A weekly Investment Committee met to discuss invest- 
ment decisions.in the late 1970s. This Committee was 
discontinued when tae volume cf tradins on 2 daily 
basis rendered its operation. as a vehicle for making 
investment decisions too cumbersome. 


In order to: provide a measure of review of the 
investments being made, the Chief of Accounting or 
his designee signed and currently sign the internal 
City e e , tie nvestmenia nas 
been made. However, the Chief of Accounting indi- 
cated that is Signatures was-_merely.peciunccrory.. and 
was not intended to provide any level of contre! or 
review, of ties City syinvesiment activity. 


Recommendations 


The development and maintenance of the City's invest- 
eee, , , , . si. ra.- 
c 
M ins Section iC. Ol ine, ee Outline shown 
below, we believe that the City should retain the 
SELvVices Of anJandenpendent anvestment, advisors This 
20ViLSOr Vv Ssnoure nave thesgi Ol LOW ne respons oil ities: 


= Assisting the City with the development and 
maintenance of the formal investment policy 


7 Assisting the City with the periodic development 
And review of the short-term and long-term 
investment strategies 


= ASSIST ERC neren of the 
PerlLormance. Of ives City “Ss DOrT1 oO lo 


= 11 ß management 
, , 
so that they may effectively discharge their 
r detanedyine the Cityvis 
investment policy. 


The City should develop and formally adopt an invest- 
ment policy to guide the development, implementation, 
and review of the City's short-term and long-term 
investment strategies. FOrmalizations.o£ an 
ment policy will require consideration of many 

issues, and factors, > lain the following: 


— 
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= Degree of risk that the City is prepared to 
accent 


= Expertise of City personnel executing the 
investment function 


= Use of outside investment advisors 
= Ramiiicatious Of Valrlous DOLICye 2 brernauLyes 


Tie. City So inves tmene DOlicy Should veces Lap Aste disso 
Chat Lo. retrects, desiraple policy Torerire Ticure. 
While this may mean that the “current rcomposivren “of 
tie POrvuLrorioe Violates DOlicy, tiese Violatrvons Vea 
be reported and Monitored . ̃ . 


The City should develop its investment policy along 
the, lanes ffn below. sl eel Cracerus 
OUSLINe 2S. e tobe an exhaustive Jacvine 
Of all the elements of the City Ss investment policy. 
tt aces list importane: rssues tnet tne City srowld 
consider when developing 10s “own polreys “tris 
Likely than. Curing wie sorocess, Of developing, wie 
forma. policy, additional tssues not stdentii req an 
t ,, So i eee nDOme aie Lotte nal 
Significant issues be identified and addressed appro- 
priately In tie City Soliormaasinvestment policy 


OUTLINE FOR DEVELOPING A FORMAL INVESTMENT POLICY 


A. 


STATEMENT OF OBJECTIVES 


This section of the investment policy should tdentity 
the objectives and importance of the investment func 
tion to the City of San Jose. The tollowirne tsesues 
Should be addressed in this section. 


Bie Overall Risk Profile 


This “Section of tie investment policy shomld 
state, ine Cenera. terms, the level of risk™ that 
the: Crvtyeas . in i ts=nvest= 
Ment der Addo investment Activity =i 
accompanied by some degree of risk; usually, 
investments with greater degrees of risk have a 
correspondingly greater expected return to com- 
pensate the investor, tor Dearing that risiews srt 
is therefore important, tor the City is 


) 
0 


for itseligethnen level Sof zr it feels Is 
77 isianice no mnves 
strategy Catpienoreethierimpircatl ions tot tra 
one Capltatimerkets’. 


Lie City’s three TT 
liquidity, andsyteid: are sinadequate by then- 
selves to define-the+City s soverall sick pro- 
file. | They doanot cover -eveny aspect of miesk 
that the City shouldebe.concerned iin ia ithey 
do not addressetheyrisk-impl ications -of pine idit— 
ferent methods that an investor can use to 
achieve Seatety, liquidity, and yield. sihe City 
should expand MpOneLis,duscussaonyGt tic wires 
investment criteria to include statements on how 
it intends to achieve them, as presented below: 


The City appears, to Deming line seyos spor 
tant concepts that should be discussed 
separately in any investment policy — 
vpreservation.of the ,~invested capital .GiL. e.., 
protection from losses due to changes in 
themwmarkes: valielor the City Sseinvest— 
ments), and" puysical security of (the 
investments (i.e., safekeeping). A ‘dis- 
CussiOn Of (inese dit terentalypes: os 

Safety 1o0llows-: 


; Preservation of Invested Capital 


Money invested in the debt securities 
Marve is ab risk of Loss, from tyvo 
dauStanctl sources -—imeerest. rates rack 
ana Credit. risks InNGeresst. Lace cisk 
Us, the risk of the market value of the 
E %%% due to cthanzves in 
Cheroveralr tevel of interest rates. 
If the general level of interest rates 
increases; the market value of debt 
securities "will tend to decline. 
Similarly, if the general level of 
mnverest "rates declines, “tie marker 
Value: Of e .. will tend rto 
increase. In general, longer-term 
securities are more volatile with 
regard to interest rave chansest* mat 
LSiaenvey will have greater varzarvrons 
in their market value due to a given 
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change in the general level of inter- 
Sateracres Chany wall Short] term, secur 
e —lne Cie canw mit Cave oc 
effects Of interest, rate risk in ats 
S 


a F 00 
securities mature to meet its 
cash requirements, thereby avoid- 
Line ,gwnerneced towsellesecuri ties 
on the open market prior to their 
Mayet lelatay ee 


2 e . 
/ Witess 1. 2s 
anticipated that, theslong- term 
Lavestment can) be held to, macur-— 
int a Om , meer -aasspe- 
, ) Owe 11 
phe frtunre,|sucheassagilong-term 
CApieya lh Tp nO veCcG): 


, . losses quero 
tie; faushire fof the securityeisswer) or 
backer. In general! the irn can 
mute ate reddit is d dope ing a 
Ole e finvestiragsondy in the safest 
Pine Securities br dual ang the 
Brnancra Hei nstwtupionsiwithewhom it 
Wiekeieeunansact, and by diversitiving its 
, tue) fatiure Ot any 
o err will not place an 
Undue linanciaLsburden,: on. the: Citx. 


Physitemli Security tofainvestments 


The physical -safekeeping of invest- 
ments’ Is important ds hs vera! 
protection ot the iy investment 
Portfolio, and should be diseussed in 
this section of tthe investment policy 
as another element of security that 
the City needs to define and provide 
for in its investment management 
program. Safekeeping requirements are 
adiscussed'*in greater detat in 
VVV 
out fine 


Liquidity 


The, current investment, policy,-does, not 
Laent Liv. OT , iveen. eo sit ter 
ent. wavs the City. can achieve, Jiquidaty, in 
e Ce slely hil Cie a te, 
e . are: impomian. 
differences between these two types cf liq- 
Wada ty, and Coe City S: ives tment woOdeicy 
must distinguish between them to be com- 
plete, “A discussion, of, staticuand, dynamic 
ine 


e eee eee 


S . may ine 
Se ini sthe City sont: ola© 
mature to meet the City’s cash re 
Cuimements. C 
obtained: therefore, Dy constructing 
Ateawnvestment DOr Oko OL pad mately 
SHOrT-Lerm secures sia tgmMaturo a7 
the same time the City needs casn from 
tie porttrolio. ~ AS discussed above, 
this type of investment strategy would 
also mitigate the interest rate risk 
im vae City «Ss NOrtrolio, since securi= 
mies 2re Neld To Maturity andidc. not 
need to be sold to liquidate the 
investment. 


DY namics laity 


Dynamic, LlguLdr , by.~own= 
LNeSseCuri Les: With active. secondary 
(resale) markets. An investment may 
de liguldated, DyssSseliing ihe, secur— 
CCTV 
described een type of licuid-— 
ity does expose the City to interest 
rate risk, because the value of the 
security may be greater than or less 
Llane tos Ori eins) Sacduisi tion! Cos teed. 
the general level of interest rates 
Has, changed Since Chen. set 1sedecr r= 
able to have dynamic liquidity in the 
POrtiolio. because of the Tlexi pity 
it provides; however, it is not neces- 
sarily desiraple Torrely SoOLeive Oued. 
for liquidity because it exposes the 
DOGrLOLLOULO Sr eeress. Cate. fi sk. 


pee 


Statvichklitquidity andidynamic Thrquidiuty care 
not mutually texchusive. fe isapossi bre 
Cand, on mne alten iosua bly aan 
desirabhe) ie ons unt ee ess tment 
e henaceasnirchtdeance lof Doth 
Staticmand adynamitc brauwtdatys nlbssmas 
accomphished by “acquiring seeurities whose 
maturities are matched to the forecasted 
cash flow requirements, providing static 
liquidPrty.s mms, b tinves an Lys een 
highly marke table securities; bhe portiolio 
also has a high degree of tdynamic ibiquid- 
cc lemon secur= 
ities should conditions (Csuch as forecasted 
cash requirements) change. 


Yield 


The City's investment policy does not dis- 

tinguish between yield from interest earned 
On investments and yield from profits made 

Dy tradingeinwsecuni ties. elhesdat ferences 

between these two types of yield and their 

implications are discussed below: 


Interest Income 


Phe normal obyjectivemort gaiimunicinal 
investment fund is to earn a reeson- 
able rate of return on invested funds 
throwvegm interest income. ji elc au dhe 
porpfolio should be of secondary 
importance) in relation do safety and 
ian tt asigdefined above). Invest- 
ments are made only in relatively low- 
nisk ‘Gand Stherefore lbow=return) secu— 
Ves iu amticeipa tion of ring 
fair Wetunmcon ithe indes went treiative 
To ine risigubeing borne. 


8 trading Profits 


ß the sorry 
mate a substantia] return on ies port— 
Fol do b tenga giae. in tradingiaet ive ty 
for the: purpose fof profiting a roemiine 
increase in the market value of debt 
securities due to decreases in the 
general level of interest rates: taas 
er Was NOD WHENOUL attendant 
risk, nowever, as subsequent events 
demonstrated. 
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Whihe r ird nls er a smunicei— 
pality to rnealizessomedtradinge sproflits 
Gand incur ne rains losses) due to 
E: cestructuring toOreLts ap0rts 
Dre (tor examplepvebyssebling bons 
FJC panned toebe 
RerdeCOSnaA bur tye causeeonhts TCurrent 
need fer eas ir eSanotMappropriate 


forna municipality debe engaged in 


TTC ⁵ p . 


Of LTeakizine ens .. 


essentially amounts to speculation 
tne future price of securities: 


In Sder io prevent dine er 


on 


the eventsscutminating vaintipesCrtyis 
enormous losses, the investment policy 
Should dente aud spes! iy pros 


t racing activity engazed in 


sotely for the purpese ef realizing 


r / Other Secu Los 
%. asethosetidentify— 


ing reporting and review procedures 


and responsibilities (sections D and E 


ofythissout line) sheuld ine lude 
Speciiic prey ns £0 enter da 


r yamsOut aac ee 
management is informed about tne level 
of and reasons for any trading engaged 


im by the Citywvandacantidistincuash 


between normal and reasonable trading 


activity (as described above) and 


unreasonablesactivitys suchras? that orf 


the recent past. 


The formal investment policy should iden- 


treytthererryasaoveratduriskaprofive in 


Stermsror theespecitiegtypesiof tisk, nes 


they i relate tossafetyoniaquidity; rand 
e arscussi onein 
"Objectives" section of the policy, the 
detailed sections that follow (such as 
those that should describe specific 
investment guidelines, as discussed in 
Sectionys oftthiscoutlineywwiliyhaveden 


the 


overall context making the various sections 


into a united and soensis tent polacyr 
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Time Frame for Investment Decisions 


This section of the investment policy should 
detine the dime ehoni zone Gham should be econ 
Sidered when developing the short-term and 
Long-term investment strategies. Investment in 
long-term securities is not necessarily undesir- 
Ql Gf neee ty Can, side bdr Wiehe reku mas: Lom ethe 
City's investments, and could be permitted 
provided that <certad n-scriberi aware wet sesucn as 
the matching of maturities to forecasted cash 
requirements. 


Definition wot) Surnpdas, .Cash 


Thats. ect omc, “the investment wolicy should 
d Of surplus = cash. tne. 
falls within the scope of the investment manage- 


went programa ihe: poleucy nr ppeciniic as 


to. whether ,.and- under what conditions, borrowing 
Via investment wehicles, such as reverse repur- 
chase agreements, is to be permitted. 


Reverse repurchase agreements are legitimate 
Lnvestmemt, vehicles , aba traces anc eon 
financing short-term .cash. requirements.) 1 
appropriately managed and if entered into in 
accordance with a City policy authorizing them 
for these specific uses. (Fer piss 
specific cash requirement preceeds the maturity 
%%% ᷣ . d That cash 
requirement, it may be advantageous under cer- 
Laine Giurcumstances= FO initiate sa reverse repur— 
chase agreement pledging the security as col- 
Laberal, rather nan selling the security prior 
LOsaG Samat cy. Proceeds from the maturity of 
the securitye.could then wberdised. sto .close: out the 
reverse repurchase agreement.) However, the 
Lowestment. policy should ypeciticadsd y+ pronibLt 
using reverse repurchase agreements as a means 
Ot ee ß of securities: that 
e e I nGend tO. Dring, into 116 

port Lolo. 


INVESTMENTS 


This. section of the investment, policy should identify 


the, types of investments the, City. will be investing 


Ine It SHOUd ds include e east ehe lle ing 
SeCctTLONS< 
is Allowable ‘securities 
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Dee Gomposition ot portfalie nasium al levable 
C T types, CO provide 
PGRVErSLELCatLOnasorthaty the riai lure oot pany ons 
LSsuerswHhl Pnop«<phace:aniundwe DPinancigi burden 
On HEVeseuty ) 


QuAahki ficavnon got sSocuriltyrussucrs onesbackers 
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4. Qualification of the brokers, dealers, and 
finaneval MmnsELtutLlonsswihth whom taeaGiuiy ers, to 
de business for e ample; dhe iy wight 
restrict their investing to the largest banks 
or Savings and Loans as measured by assets and 
return,on equisty,eand towthe langest.brokers sand 
dealers as measured by their total 
CAD eal 2auLon. 


Sr lll!!! , ß 
short-term Maturity standards may Vary depending 
Upon the long-term and short-term strategies 
being pursued at the time) 


In gens ral there) is no essen dern the ir not to 
invest in all the securities permitted under Section 
%% the Cala tornia Government Code provided 

ya, Ge 


1 The maturity of those securities matches the 
Cityesacashetequirements. 


oe Investment policy is adhered to. 


oe lavestmen® actuyvitye ds, monatoreds aud sont rolled 
by the responsible officials. 


4. Thteresiseno speculative investment activity, 
which would include making investments where the 
risks Ofptihcteacy dosingsei tsidnvested. capital or 
anpartethereot is greater thane the irn is 
wa Llane e e 


STRUCTURE AND RESPONSIBILITY 


This section of the investment policy should define 
the overall structure of the investment management 
program, and should wdentity the» indaviduals and 
groups responsible for all aspeets of the investment 
Management . 8 
LOULeS > 


}A 


U 


Structure of the Investment Department 


Thos Sect1on- should detine the suructure or the 
r within thervOCrcy "s=rinance 
Depertient)  Theevaricus committees and indi- 
Viduals) Pesponsip le fOr aspects Of the invest— 
ment management process should be identified, 
and reporting relationships between the groups 
Aid sindivi dia ls siowl dpe tWdetined. = "ihe "Depart— 
ment snould be restructured to eliminate the 
serious control weaknesses caused by a lack of 
segregation of responsibility among various 
Treasury employees (as described in 

Sects Om siiels2) of tis report. segregation Of 
Duties” i. 


The membership of any investment committees and 


tier Ci ty Suse “Of ‘an independent advrsor. 2t “Lt 
so chooses, should be established in this 
section. As discussed elsewhere in this report, 


we recommend that the City retain the services 
of an independent investment advisor to assist 
them in developing and implementing its 
investment policies and strategies. 


Responsd Diabtwes Of whe? Crty Counce] 


The City Councils responsibility for the over- 
all management of the investment program should 
bev detainedy r heim responsi oili- 
tives! should include aoprovad ‘or the’ Caty's 
investment policy and monthly review of any 
Fiala tens r or. exceptions to that pere 


Responsibilities of the Investment 


Committee 


If an investment committee is required by 

the investment policy, as we believe one should 
be, its membership and responsibilities should 
be defined in this section. This committee 
Should inelude’ the Chief of Treasury, the 
Director® of Finanee, the Assistant City Manager, 
and the independent investment advisors. 1 
responsibilities should include: 


A Recommendation of investment policy 


setting of long-term and short-term 
investmen: strategies 


iP 


U 


Review Of investment activity and 
Performance 


— 


Responsa i en 


ASS an le anas ee 


The City Manager and Assistant City Manager's 
responsibilities. for the investment management 
program: should-besadefined,inm this section. They 
Should include the review of monthly investment 
reports, Fi thes Director of finance. wath 
DArtTICulareaiten d 


Responsiprlitwves: of the Director of finance 


The Director of, Faneance., Ss. responsi biti ties) Tor 
the investment management program should be 
defined in this section. They. should wnciunde 
detailed review and monitoring of investment 
activisty ien ene Chiet ot, Treasury,,. and prior 


ADDrOVaL Of any policy violations or exceptions. 


Responsibilities of the Chief of Treasury 


The responsibilities, of the Chief of Treasury. 
Sil t ͤ re should 
neee tt e ener City in 
r with the Citys snvestment policy, 
and Ln accordance: with Instructions from tie 
City's investment committee and review and 
approval sof) t scons irma£10n,. 
mmer shauld alse inelude the .preparation of the 
monthly investment reports and the detailed 
review of those reports with the Director of 
Rinane 


Responsibilities of the Chief of Accounting 


the Chet ot Accounting s responsibilities tor 
the investment management program should be 
defined in this section. They should include 
the detailed review of the account reconcilia- 
CLONnSs ere bated toethe «City s investment accounts, 
and GUner reporting OL any policy Vrolations. 20 
he bieder of Finance. 


* d 
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Responsibilities of Other Individuals 

CIM Groups 
CCC ð "erreoroups -whoevnave Tespon- 
sibilities for the investment management func- 
tron shou rd be identrried in -tavs *secvicim. 
These should include independent investment 
advisors whose recommended responsibilities, as 
previously discussed, should include: 


Assisting the City with the development and 
maintenance of the formal investment 
policy 


ASSLStine “the er “wrth "the =perrodic 
development and review of the short-term 
and long-term investment strategies 


Assisting te it wlth thetevaivation ror 
the performance or sits portio mo 


(Mob bares e quate Ge tyale ACrop hh eWerade ast eke ly Ge kam, 
Management on the nature of the City's 
investment activity so that they may effec- 
tively discharge tneir responsibilities as 
deLined ⁵⁵QEXTXłñ;ß]ñP,ñ e tment pol vey 


REPORTING 


This seevion@"of the investment policy *’should-<specrtry 
the typesor intormatron that should ™be*reported, to 
whom it should be reported, and the frequency with 
which it should be reported. (Specific recommenda- 
tions regarding the content and review of the invest- 
Ment reports tare Contained . lV of this 
report.) 


REVIEW 


This section of the investment policy should specify 
the responsibilities and procedures for review of the 
investment management function. It should address at 
least the following topics: 


1s Policy Review 
\ 
The timing of and responsibility and procedures 
for the review and maintenance of the City's 
overall investment policy should be specified in 
J! SAS “discussed in Section C oietnus 
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outline, Structure and Responsibility, we 
Suggest that the Investment Committee be respon- 
Sible for reviewing and modifying the policy as 
f Lelcy. Counrewsl Ssirould pe 
nesponsvole Lor.revuewi . a2. The 
policy should be reviewed and ratified annually 
«or more frequently af icircumstances dictate): 


Long-term and Short-term Strategy Review 


the Gimine of and responsibility and procedures 
for the review and maintenance of the City's 
long-term and short-term investment strategies 
Should be specified in this section. We suggest 
that the investment strategies be reviewed and 
revised as appropriate by the investment com- 
mittee, reviewed and approved by the City 
Manager, and reviewed and ratified by the City 
Sunn ii , ! 
terly (or more frequently if circumstances 
A 


Long-term and Short-term Investment Performance 


Review 


The timing of and responsibility and procedures 
for the review of the performance of the City's 
Long-term and short-term investment vorticiios 
Should be specified in this section. We suggest 
that the performance of the investment portfolio 
be reviewed in detail by the investment com- 
mittee, and in summary by the City Manager and 
City Council. The performance of the investment 
portfolio should be reviewed monthly. 


SAFEKEEPING 


This sectuLon ol tre anvestment policy should srecity 
the safekeeping requirements of the City. It should 
COVER Chest ollovins topies: 


i 


Wha. insta cuicreons. mays ROlLd City «securities mm 
safekeeping 


What securities should be in safekeeping 
\ 

How securities in safekeeping should be 

controlled 


» 


How securities in safekeeping should be held 
(street name or city name ) 


Circumstances under which the City should take 
possession of securities under repurchase 
e 
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CONTROL ISSUES 


» 


Pik. 


» ry 


CONTROL ISSUES 


We reviewed the procedures and controls relating to the 
following investment activities under the control of the 
Treasury division: 


‘ Cash forecasting 


“ Making investments (including investments in 
reverse repurchase agreements) 


N Generating cash from investments (via maturity 
or sale) 


Accounting for investment transactions 
8 Receipt of interest 


Our review revealed several deficiencies in the procedures 
and controls relating to the activities listed above. Our 
findings and recommendations for improving procedures and 
controls relating to the investment function are discussed 
below: 


iv. WIRE TRANSFERS 
Findings 


“ Wire transfers (used to transfer funds from the 
City's bank to dealers' banks in settlements of 
investment transactions) are executed by Wells 
Fargo upon the verbal request of a City 
employee. Upon receiving a verbal request to 
transfer funds from an authorized City employee, 
the bank executes the wire transfer without 
verifying the validity of the transaction with a 
second City employee. 


: While only certain employees are authorized by 
the City to initiate wire transfers, there are 
no restrictions on the accounts to which they 
may transfer funds or the amount of funds that 
may be transferred in a single transaction. 
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Recommendations 


: Whenever possible, the City should institute the 
use of preformatted wire transfers that restrict 
the transferring of funds to pre-authorized 
accounts only. Preformatted wire transfers 
could be executed in-house using the City's 
microcomputer, helping to mitigate the possi- 
bility of fraudulent or accidental transfer of 
funds to the wrong account. 


, When the City needs to transfer funds to an 
account not previously approved (thereby forcing 
the City to initiate the transaction verbally, 
as is currently being done), the transaction 
should be approved prior to transfer of funds. 
The bank should be required to confirm the 
transfer request by calling back a second City 
employee who has the responsibility to check the 
account to which funds were transferred. These 
employees should not be responsible for or 
involved in investing City funds. 


Zs SEGREGATION OF DUTIES 
Findings 
A Within the Treasury division there are the 
following overlapping responsibilities related 
to the investment function: 


= Cash forecasting and cash management 


= Investing (buying and selling securities 
and other investments) 


= Initiating wire transfers 

= Preparing confirmations to document 
AS 

= Matching broker confirmations to City 
confirmations 

— Matching bank advices to City confirmations 

= Preparing the reports used by accounting to 
record haircuts and open reverse interest 
costs 
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— Calculating the gains and losses on 
transactions 


= Preparing revenue vouchers 


= Reconciling the Wells Fargo safekeeping 
account to Money Max (General Fund) and 
Pension Max (Retirement Fund) 


N The overlapping of these responsibilities 
represents a serious control deficiency, and 
leaves the City at risk of loss due to unauth- 
orized or fraudulent activity. Unauthorized 
wire transfers could be concealed by preparing 
internal documentation that would make the 
transaction appear to be valid. 


Recommendations 


: The City should separate the responsibilities of 
investment decision-making from the activities 
required to consummate (via transfer of funds or 
securities) and account for the transaction. In 
particular, the City should separate the respon- 
sibility for initiating the investment process 
from that of initiating wire transfers to pay 
for the investments. 


4 Broker confirmations and bank advices should be 
delivered directly to Accounting. Accounting 
personnel, not Treasury personnel, should be 
responsible for matching the City-prepared 
confirmation to the broker confirmation and bank 
advice. 


3 The Accounting division should account for all 
interest charges recorded and agree such to the 
related brokers' statements monthly. 


8 The Accounting division should maintain a numer- 
ical file of City confirmations for investments 
in the portfolio. The confirmations should be 
reconciled to Money Max on a monthly basis. To 
facilitate this procedure and improve the City's 
ability to track investment transactions, City 
confirmations prepared upon initial investment 
should be assigned the line number per the Money 
Max report. This would ensure that investment 
transactions would be assigned only one 
confirmation number throughout their term. 
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P As discussed in Section II of this report, 
"Investment Policy," the City should develop an 
investment policy that restructures the organ- 
ization of the investment function to eliminate 
the overlapping responsibilities described 
above. 


RECORDING REVERSE REPURCHASE AGREEMENTS 


Findings 


8 Reverse repurchase agreements entered into by 
the City for the purpose of financing the secur- 
ity pledged as collateral for the reverse 
repurchase agreement were not recorded in the 
Money Max system or in the City's accounting 
records until the transaction was settled. 


5 Reverse repurchase agreements related to 
Retirement Plan investments were not recorded on 
the Pension Max system, since the Pension Max 
system was unable to accept negative amounts. 


Recommendations 


A If their use is continued, all reverse repur- 
chase agreements entered into by the City should 
be recorded in either the Money Max system or 
the Pension Max system and in the City's general 
ledger. In addition, the City should record, in 
the Money Max or Pension Max system as well as 
the general ledger, any securities financed by 
entering into reverse repurchase agreements with 
the financed securities pledged as collateral. 
Monthly reconciliations should be prepared be- 
tween the general ledger and Money Max or 
Pension Max systems to provide control over the 
City's transactions. Such a manner of recording 
transactions will provide City management with 
better information on the entire scope of the 
City's investment activities. 


5 Until the Pension Max system is modified to be 
able to accept reverse repurchase transactions, 
Treasury division personnel responsible for 
Pension Plan investments should manually record 
such transactions on the Pension Max reports 
to accurately reflect the status of the reverse 
repurchase transactions. 


4. ACCOUNTING FOR THE REINVESTMENT PROCEEDS OF 
REVERSE REPURCHASE AGREEMENTS 


Findings 


Reverse repurchase agreements are not accounted 
Or in d manner that «allows “a "calculatvvon vor the 
net gain from the interest arbitrage. Without 
reconstructing the specific activity from the 
City's records, it is not possible to determine 
whether the proceeds from reverse repurchase 
agreements are being used for reinvestment, nor 
whether the reverse repurchase agreement and 
subsequent reinvestment is in fact profitable, 
nor whether the maturities of the reverse repur- 
chase agreement and the related security are 
matched. 


Recommendation 


. If the City continues to use reverse repurchase 
agreements as a short-term investment vehicle, 
it should implement a method of tracking the 
reverse repurchase agreements and the reinvest- 
ment of the related proceeds in a manner that 
will allow City management to review the profit- 
ability of the transactions. For example, the 
City could implement a reverse repurchase agree- 
ment ledger using spreadsheet software on the 
Treasury division's microcomputer and monitor 
the status and profitability of reverse repur- 
chase agreements entered into for arbitrage 
purposes. 


5. TRACKING SECURITIES USED AS COLLATERAL FOR 


R R PUR E AGREEMENTS 
Findings 


The Money Max system is not used in a manner 
that identifies which securities have been 
pledged as collateral for reverse repurchase 
agreements, although these capabilities do 
exist. This increases the difficulty of 
reconciling the Wells Fargo safekeeping account 
to the Money Max reports, and makes it difficult 
to control the receipt of semiannual interest 
payments as they become due. 
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Recommendations 


If the City continues to use reverse repurchase 
agreements as a short-term investment vehicle, 
it should use the full capabilities of Money 
Max to identify the securities that have been 
pledged as collateral for reverse repurchase 
agreements. These include: 


= Flagging the security being pledged as 
collateral on the inventory listing 
produced by the system 


= Tracking the market value of the 
collateral pledged for reverse repur- 
chase agreements 


= Changing the safekeeping location of 
the security pledged as collateral to 
show that it is being held by a broker 


DOCUMENT MATCHING 


FA NAI Nn 
3 


City confirmations that document a transaction 
may be processed and filed before the broker 
advice and safekeeping receipt are matched to 
them. There is no way of determining that all 
transactions in the City files have been matched 
to broker advices. This is an important control 
step for ensuring that all transactions are real 
and have been recorded. 


Recommendations 


: The broker advice, wire transfer advice, and the 
safekeeping receipt should be matched to the 
City esu neren os Accounting? division 
personnel. 


INVESTMENT ACCOUNT RECONCILIATIONS 
The following comments relate to the reconciliations 
prepared by the Accounting division for the 


investment accounts. These accounts are listed 
below: 
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000-010000-15 
000-010000-20 
000-010000-30 


000-010000-40 
000-010000-60 
001-012400-10 
000-010000-80 


8 


Local Agency Investment Fund 

Time Deposits 

Other Investment (Such as 
securities of the United 
States Treasury and of 
agencies of the United 
States Government) 

Purchased Interest 

Advanced Payment to Brokers 

Advanced Payment to Brokers 

Reverse Repurchase Obligations 


We reviewed the April 1984 reconciliations of these 
accounts to determine their accuracy and completeness 
and have arrived at the following findings and 


recommendations: 


Findings 


The April account reconciliations were not 
prepared on a timely basis. 


The Advanced Payment to Broker accounts (000- 
010000-60 and 001-012400-10), used to record 
payments made to and received from brokers that 
result from fluctuations in the market value of 
the collateral that secures the City's reverse 
repurchase agreements, are not reconciled to the 
detail accounting records that track such trans- 


actions. 


Per our review of the detail advanced 


payment schedule as compared to the general 


ledger accounts, 


we found that the City was 


unable to reconcile the balance by $614,461. 
Upon further review, we were able to determine 
that $249,910 represented an unrecorded liabil- 
ity to a broker and an unrecorded interest ex- 
pense for the same amount. The exact cause of 
the remaining $364,551 unreconciled difference 
was not determined in our review. Its disposi- 
tion may require an expense write-off during the 
current fiscal year. 


Per our review of the account reconciliations, 
items that require adjustments or corrections 

to the City's records are not properly reflected 
in the general ledger on a timely basis. 


* 5 


The account reconciliations do not have any 
indication that they have been reviewed or 
approved by management personnel. 


The account reconciliations do not include 
copies of supporting documentation or written 
commentary on the procedures performed or the 
final results. This contributes to the 
following problems: 


— The reconciliations may be prepared without 
documenting an adequate understanding of 
the nature of the reconciling item, 
increasing the likelihood of errors. 


= The reconciliations are difficult to under- 
stand, and incomplete documentation makes 
them difficult to review. 


Recommendations 


° Reconciliations must be performed on a timely 
basis for the information that they contain to 
be useful to City management. The Accounting 
Givision should complete the reconmciliativouas 
shortly after month-end; otherwise, City manage- 
ment will not be assured that all transactions 
are properly recorded. 


4 All investment related balance sheet accounts 
Should be reconciled on a monthly basis to 
ensure the safeguarding of the City's assets. 


“ To ensure that the reconciliations are properly 
completed and that management approval has been 
obtained for any general ledger adjustments 
identified during the general ledger reconcili- 
ation process, the Chief of Accounting should 
review all investment account reconciliations on 
a timely basis and indicate his approval by 
Signing the reconciliations. 


. All items identified during the reconciliation 
process that require adjustments to the City's 
records should be reflected in the general 
ledger on a timely basis. All adjustments 
should be reviewed and approved by the Chief of 
Accounting. 
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To aid in the tracking and reviewing of recon- 
ciliation amounts, complete supporting document- 
ation for all reconciling items should be made a 
part. of the+reconciliationsitsel?.. 


. Routine journal and revenue vouchers should be 
reviewed and approved as to account distribution 
and accounting treatment before being recorded 
to prevent misclassifications that will require 
correction at a later time. 


A Monthly broker's statements should be reconciled 
to the Treasury division records, and the 
monthly Money Max report should be reconciled to 
the monthly safekeeping statement. 


; Reconciling items should be traced and agreed 
to the reconciling items in the City's cash 
reconciliation, where appropriate. 


QUALIFICATION OF DEALERS AND FINANCIAL INSTITUTIONS 


Findings 


: The City does not have a policy for quaiifyiny 
dealers or other financial institutions with 
whom it is investing. This is an especially 
important issue for investments in repurchase 
agreements (where the legal status of the 
investment has not yet been resolved by the 
courts) and Certificates of Deposit (where the 
investment may exceed federal insurance limits). 


Recommendations 


8 As discussed under Investment Policy“ in 
Section II of this report, the City should 
establish a policy for approval of institutions 
and dealers with whom it will conduct investment 
activity. For example, the City might restrict 
their investing to the largest and most secure 
banks and Savings & Loans measured by assets and 
return on equity, and to the largest and most 
secure brokers and dealers as measured by their 
total capitalization. It should be the respon- 
Sibility of the Director of Finance (or other 
OLlLicial. es; 2dentiiied sin the policy) to 

, approve and monitor this list (with input from 
the Chief of Treasury), and to revise it as 
appropriate. 


29 


8 


10. 


The City should establish the policy of annually 
communicating the City's written investment pol- 
icy to all institutions that are approved to do 
business with the City. This will serve to 
inform the institutions of the limits of author- 
ization of Treasury division personnel as well as 
the investment philosophy and goals of the 
investment program. 


USE OF MONEY MAX AND PENSION MAX 


Findings 


The Money Max and Pension Max systems have many 
features to facilitate portfolio management that 
are currently not being used by the City. For 
example, the systems have the following modules 
that are currently not being used or are 
underutilized: 


— Cash Flow Analysis 
— Portfolio Analysis 
= Interest Allocation 


In addition, the systems have features to assist 
the City in tracking reverse repurchase agree- 
ments that are not being used (as previously 
discussed). Because of the size of the City's 
portfolios and the complexity of the investment 
transactions, the City should be taking advan- 
tage of every feature the systems have available 
to improve the efficiency and effectiveness of 
its management of the portfolios. 


Recommendations 


Education and training should be provided for 
appropriate Accounting and Treasury personnel on 
the uses and services available on the Money Max 
and Pension Max systems. In addition, City man- 
agement personnel should familiarize themselves 
with the capabilities of the systems so that they 
may evaluate the effectiveness with which the 
systems are being used. 


CHART OF ACCOUNTS STRUCTURE 


Findings 


The chart of accounts used by the Accounting 
division did not contain provisions to 
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separately track gains or losses on the sale of 
securites, interest income, or interest expense. 
These elements were combined and reported as a 
Single amount. As a result, City management was 
unable to detect the large losses from the sales 
of securities (generally as the result of pair- 
offs) and the growing amounts of interest expense 
until their total exceeded the monthly interest 
income received in February 1984. Prudent man- 
agement would require the separation of all 
individual elements of income and expense in the 
accounting records and the management reports 
prepared from them. 


Recommendations 
4 The chart of accounts should have separate income 
and expense accounts for the following data 


elements: 


= Interest income - received 


55 reverse repurchase agreements 
* repurchase agreements 
= portfolio securities 


— Accrued interest income 


5 reverse repurchase agreements 
* repurchase agreements 
5 portfolio securities 


— Interest expense - paid 
- Accrued interest expense 
a reverse repurchase agreements 


= Gain on sale of securities 


* reverse repurchase agreements 
sy portfolio securites 
3 pair-offs 


— Loss on sale of securities 


x reverse repurchase agreements 
a portfolio securities 
oa pair-offs 
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— Dealer fees and commissions 
= Other investment expenses 


Managerial reports generated from this data 
Should disclose each item separately. 


11 CASH FORECAST ING 
Findings 


4 Within the Treasury division, cash forecasting 
procedures consisted of forecasting the daily 
ending cash balances one day in advance. As a 
result, investment decisions were made in the 
absence of information about the amount or timing 
of even short-term cash needs. To make informed 
investment decisions, it is important to have 
accurate cash forecasts in order to match the 
maturity of current investment decisions to 
projected cash requirements. 


Recommendations 


: The City should institute both short- and long- 
range cash forecasting procedures to provide 
information regarding the City's projected cash 
surpluses or cash needs. A reliable system for 
cash forecasting will be necessary for the City 
to make informed investment decisions. In addi- 
tion, it would reduce the frequency of situa- 
tions that would require the City to use reverse 
repurchase agreements to meet unexpected cash 
short-falls. 


. In conjunction with implementing better forecast- 
ing procedures, the City should consider review- 
ing all of its cash-handling operations and eval- 
uate whether there are opportunities for improv- 
ing the overall cash flow by improving the 
efficiency and effectiveness with which these 
operations are managed. 
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MANAGEMENT REPORTING AND REVIEW 
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MANAGEMENT REPORTING AND REVIEW 


We reviewed the process for preparation and review of the 
Report of City Fund Investments prepared monthly by the 
Treasury division. 


Findings 


The monthly Report of City Fund Investments was the 
only investment program management report regularly 
distributed outside of the Finance Department. 
Distribution included multiple copies to the City 
Manager for placement on the Council agenda, as well 
as copies.to, the, City, Auditor, Director of finance, 
and Chief of Accounting. The June 1983 report also 
included, as a cover letter, an Investment Activity 
Report for Funds Managed by the City Treasury for 
Fiscal Year 1982-83. 


A The monthly Report of City Fund Investments included 
a cover memo prepared by the Chief of Treasury and 
Signed by the Director of Finance. This cover memo 
summarized the amount and percent of the idle funds 
invested, the effective year-to-date yield, the net 
interest received (including profits or losses re- 
ceived), the City Funds activity in numbers of trans- 
actions and Retirement Fund activity for the month. 
The remainder of the report was, for the most part, 
computer- generated by the Money Max system. This 
included two summary pages and a number of pages 
listing the securities that had been brought into the 
portfolio. The summary pages repeated some of the 
information described above and included information 
on the weighted average days to maturity of the port- 
folio and dollar value of transaction activity by 
type of investment. 


The monthly Report did not include those transactions 
in a "trading position" (securities for which the 
City had made a commitment to purchase but which had 
not yet settled) nor those securities acquired 
through an "open reverse" (the City "purchased" a 
security by "borrowing" funds through a reverse re- 
purchase agreement collateralized by the security 
itself). These transactions were first included in 
the Report after the securities were acquired or the 
transactions settled. 
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The monthly Report did not include trend or compar- 
ative data, which would have helped with an under- 
standing of the information contained in the Report. 


While the monthly Reports did not disclose the full 
extent of the City's investments, they did contain 
sufficient detail to inform a reader that: 


— The City utilized reverse repurchase agreements 
prior to the passage of Council Resolution 
No. 56549 in May of 1983. (See Section VI "City 
Council Resolutions.") 


— The weighted average maturity of the City's 
portfolio exceeded ten years as far back as 
June 1983. Exhibit A shows how the weighted 
average maturity of the pooled investment 
portfolio increased dramatically during the 
summer of 1983, and reached a maximum during 
April 1984. 


— A major shift in the composition of the City's 
portfolio away from short-term investments, such 
as Banker's Acceptances and Time Certificates of 
Deposit, towards securities with Gaturites ia 
excess of ten years, such as United States 
Treasury Bonds, occurred as far back as the 
Summer of 1983. Exhibits A and B show how the 
composition of the City's portfolio shifted 
during this period, and how the shift affected 
the weighted average maturity of the portfolio. 
Exhibits A and B were prepared directly from the 
monthly Reports and, as mentioned above, they do 
not include all transactions. 


Although the Reports alone would not have revealed 
the speculative nature of the City's investment 
activity, the information that they contained, as 
described above, clearly indicated that the City's 
investment strategy was in violation (with regard 

to maturity) of the investment policy described in 
Section II of this report under "Findings." Detailed 
preparation and review of the monthly Report was per- 
formed at too low a level in the organization; 
Management review of the Report did not identify the 
deficiencies in the type of information being re- 
ported; nor did it detect ‘violations of the City’s 
investment policy with regard to liquidity. 
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8 Beginning in 1983, the City was making significant 
cash disbursements for "haircuts" (the term used by 
City employees for payments made to brokers that 
resulted from fluctuations in the market value of the 
collateral that secured the City's reverse repurchase 
agreements) and "open reverse interest costs" (the 
term used by City employees for interest payments 
made to brokers on reverse repurchase agreements). 
"Haircuts" were included as part of the City's in- 
vestment cost in the accounting records, but were not 
reported separately to City management on a regular 
basis. In addition, they were never recorded sepa- 
rately on the Money Max system. "Open reverse inter- 
est costs" were combined with interest income in the 
reports to City management and not reported sepa- 
rately. Exhibit C shows the dollar amount of "hair- 
cuts“ and “open reverse interest costs, as reported 
by the Treasury division to the Accounting division, 
between January 1983 and May 1984. Exhibit C is 
included in this report to show the magnitude of the 
disbursements that were being reported by the 
Treasury division. Our procedures have revealed that 
these reports were not complete, in that they did not 
include all such disbursements. (Our recommendations 
regarding the recording and reporting of "haircuts" 
and “open reverse interest costs" are contained in 
LOIS eee ee ee sections llr. LO. Chart.or 
Accounts Structure.) 


. Part of the reason for the inadequacy of the review 
of the monthly Reports was due to the nature of the 
activity being monitored. Knowledge of the invest- 
ment activity being transacted and its implications 
to the City's overall investment program required 
specialized expertise. 


Recommendations 


. The City should develop new investment reporting 
procedures in conjunction with the definition of 
formal investment policies. In general, the new 
investment reporting procedures should include a 
succinct management summary that provides a clear 
picture of the status of the current portfolio posi- 
tion and the trading activity, if any, over the past 
month Such that a non-financial executive can ascer- 
tain the extent to which the Treasury has adhered to 
the City's formal investment policies. 


The specific items to be reported will depend on the 
specific elements of the investment policy statement. 
At a minimum, however, we recommend that the manage- 
ment summary include the following items: 
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Trend of average portfolio maturity (by month 
for 12 months) 


Maturity aging by type of investment 


Percentage mix of portfolio by type of 
investment 


Portfolio turnover rate and trend 


Separation of realized trading gains or losses 
from interest received on trading activity, if 
the City continues to engage in trading 
ACUTLVL GY 


Reasons for and amounts of violations or 
exceptions to investment policy during the month 
being reported on, as well as prior violations 
or exceptions that have not yet been corrected 


Trend of rate of return on investments 


Unrealized gain or loss resulting from appreci- 
ation or depreciation in the market value of 


securities 


Aggregate commitments to purchase securities or 
make other payments to broker / dealers in a 
manner to permit adequate cash forecasting 


Interest cost and interest earnings from reverse 
repurchase agreement transactions, if the City 
continues to use reverse repurchase agreements 
as a short-term investment vehicle 


Appropriate items in the report should be compared to 
budget (if it exists), prior month results and the 
same month in the previous year. 


The monthly Report should include all transactions 
for all investments whether or not the transaction 
has been finally settled. 


As recommended in previous sections, the City should 
retain the services of an independent investment 
advisor to: 


Assist City personnel with the evaluation of the 
performance of the City's portfolio as reflected 
in the investment reports, and 
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= Educate the City Council and City management on 
the nature of the City's investment activity so 
that they may effectively review the investment 
reports. 


The City should develop procedures for reviewing 
investment reports to ensure that, at a minimum, the 
Report is reviewed in detail by the Director of 
Finance and the Chief of Treasury, and in summary by 
the City Manager's office. These review procedures 
Should be incorporated into the City's investment 
policy as discussed in Section II of this report, 
"Investment Policy." If the City's new investment 
policy calls for the participation of investment 
committees or outside investment advisors, as we 
believe it should, the policy should also include 
provisions to ensure that these groups and individ- 
uals also review the report on a timely basis with an 
appropriate degree of detail. 


Review and supervision of Treasury division officers. 


Findings - Without Specific Recommendations 


The following findings are based upon our interviews with 
Treasury division employees responsible for making invest- 
ment decisions and reporting investment activity: 


Trading, as evidenced by "pair-off" transactions, was 
performed without fully understanding the risk that 
was inherent in the investment strategy when 

interest rates begin to rise. 


"Open reverse" transactions (financing the acquisi- 
tion of a security by initiating a reverse repurchase 
agreement collateralized by the security itself) were 
initiated only after a broker suggested how the 
transaction could be used to prevent the City from 
having to purchase a security at a cost that was now 
above its market value. The broker instructed City 
personnel as to how to complete the City confirmation 
and initiate the transactions. No detailed investi- 
gation regarding the propriety of such transactions, 
the risk involved, or their implications for 
accounting or reporting was performed. 
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The investment officers did not understand the 

nature of the "open reverses" that they had initiated 
until October 1983, when several brokers began to 
demand payment in settlement of the reverse repur- 
chase agreements that they held with the City. These 
demands were triggered by the bankruptcy of the San 
Jose Unified School District. Prior to this time, 
they were not aware that these reverse repurchase 
agreements could be called at the broker's 
discretion. 


Treasury employees invested in Stripped Coupons 
(interest coupons of United States Treasury Bonds 
sold separately from the principal of the security) 
after reading about them in a trade publication. At 
the time the investment was made, they did not know 
whether these were appropriate investments or whether 
there was an active secondary (resale) market. Since 
an active secondary market is not available, the 
coupons must now be held until maturity. 


We believe that the findings described above show 
that the Treasury officers responsible for making 
investment decisions did not have the reauisite 
expertise and knowledge to manage the City's invest- 
ment portfolio, and that proper review and super- 
vision of their work would have revealed their lack 
of expertise. 
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V. INTERNAL AUDIT REVIEW OF INVESTMENT PROGRAM 
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INTERNAL AUDIT REVIEW OF INVESTMENT PROGRAM 


The Office of the City Auditor conducted an examination of 
the investment program of the Finance Department covering 
activities in Fiscal Year 1981-82, including selected 
transactions in Fiscal Year 1982-83. A report on that 
audit was issued on January 31, 1983 (Audit Report No. 
3-42C-1). We have reviewed that report and several docu- 
ments prepared prior to issuance of the final report. We 
have reviewed this audit report and follow-up activities 
relative to the Audit Review and Follow-up Procedures 
defined in Section 196 of the Administrative Manual, City 
of San Jose. Our findings are summarized below in 
chronological order by individual responsibility: 


Summary of Section 196 
Procedures Findings 

CONDUCT OF AUDIT 

City Auditor Responsibilities 

Schedule, plan and conduct Audit review conducted for 

adepartmental review. Fy 1981-82. Audit objectives, 
scope, findings and recommen- 
dations were documented. 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 


City Auditor Responsibilities 


Set tentative implementa- Discussion drafts prepared in 

tion priorities for each December 1982, including 

recommendation. tentative implementation 
priorities. 

Meet with Department Head Second discussion draft 

to discuss findings and prepared in January 1983. 

define formal and informal 

recommendations. 


Prepare discussion draft of 
audit report, including 
identification of recommen- 
dations for priority imple- 
mentation. Send copies to 
OMB, Deputy City Manager, 
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Summary of Section 196 
Procedures 


Findings 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 


(CONTINUED ) 


City Auditor Responsibilities 


(continued ) 
Department Head and other 
departments affected by the 
Audit findings. 


Request OMB to schedule the 
Exit Conference. 


OMB Responsibility 


Review discussion draft with 


Audit staff as necessary. 
Determine whether an Exit 
Conference is needed. 


Schedule Exit Conference 
WIT City Auditor, audited 
department, appropriate 
Deputy City Manager, and 
other recipients of the 
discussion draft, within 
ten working days of receiv- 
ing dra or antorm City 
Auditor that an Exit Con- 
ference is not needed. 


Exit Conference held 


January 4, 1983. 


Exit Conference held 


January 4, i983. 


Deputy City Manager Responsibility 


Ensure that Audit recommen- 
dations are effectively 
implemented by organiza- 
tional units under their 
direction. At the Deputy 
City Manager's option, par- 
ticipate in Exit Confer- 
ences and give direction to 
Department Head concerning 
priority and scheduling of 
audit recommendation 


‘ 
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Deputy City Manager elected 
nol co participate in ri 
Conference. Since there were 
no disagreements concerning 
the Audit recommendations and 
their implementation, there 
were no further meetings 
scheduled. The Head of the 
Finance Department worked 
directly with the OMB and City 
Auditor. 


go H 


Summary of Section 196 
Procedures Findings 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 
(CONTINUED ) 


Deputy City Manager Responsibility 
(continued ) 


implementation. At their 
option, participate in 
meetings to resolve dis- 
agreements over audit rec— 
ommendations and their 
implementation. If Deputy 
City Managers elect not to 
attend Exit Conferences 
and/or meetings, they shall 
authorize Department Heads 
to work directly with OMB 
and City Auditor. 


Auditor, OMB, City Manager, 


epartment 
Hold Exit Conference. Exit Conference held 
Discuss recommendations January 4, 1983. Notes from 
and their proposed Exit Conference filed with 
classifications. OMB. Second Exit Conference 


waived (as authorized). 


City Auditor Responsibility 


Issue formal Audit Report, Formal Audit Report (No. 
indicating priority as- 3-42C-1) issued on January 31, 
Signed to each recommenda- L9OSSibyi iGist yi tuditror st onCi ty 
tion. Distribute copies in Manager. Report put in rout- 
accordance with the City ing on February 3, 1983 for 
Auditor's Report Distribu- destributioniito DeputyGi ty 
tion List. Ensure that Manager, Director of Finance, 
copies are sent to OMB, the Director of OMB, Chief of 
appropriate Deputy City Accounting division and Chief 
Manager, and the affected of Treasury division. Four 
Department Heads. recommendations were listed in 


the report. 
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Summary of Section 196 
Procedures 


Findings 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 


(CONTINUED) 
Department Responsibility 


Prepare response to Audit 
Report indicating what 
corrective action has been 
or will be taken and the 
implementation target date 
for each recommendation. 


Address the response to the 
Director of OMB with copies 


to the appropriate Deputy 
City Manager and City 
Auditor no later than two 


weeks from the distribution 


date noted on the Audit 
Report. 
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A response to Audit Report No. 
3-42C-1 was issued by the 
Director of Finance to the 
Director of OMB on 

February 10, 1983. Copies 
were also sent to the Deputy 
City Manager, City Auditor, 
Chief of Accounting, and Chief 
of Treasury. 


Recommendation No. 1 regarding 
Program Compliance was noted 
in the response by the 
Director of Finance as having 
been implemented February 1, 
1983. 


The response to Recommendation 
No. 2 regarding maximizing 
investable funds stated that 
an amendment to state law was 
required. Such an amendment 
was before the legislature. 


The response by the Director 
of Finance to Recommendation 
No. 3 regarding Reverse 
Repurchase Agreements was that 
the recommendation was sched- 
uled for implementation by 
eee sl eee De ee of 
the Internal Audit Report 
contained a statement that, 
"We recommend that a subsid- 
lary record of transactions 
be maintained showing as a 
minimum: 


1. Description of the 
Security 'sold' ina 
reverse repurchase 
agreement. 
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Summary of Section 196 
Procedures 


Findings 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 


(CONTINUED ) 


Department Responsibility 
continued ) 


2. Description of the 
security purchased with 
the reverse repurchase 
proceeds. 

3. Monthly interest cost on 


the reverse repurchase 
agreement." 


This wording was not included 
in the wording of Recommen- 
dation No. 3 on Reverse 
Repurchase Agreements and was 
consequently not included in 
the follow-up activities under 
8196. The recommendation 
contained in the wording 
described above was not imple- 
mented. Recommendation No. 3 
was implemented as worded. 


Recommendation No. 4 regarding 
"PDair-Off" transaction was 
noted in the response by the 
Director of Finance as having 
been implemented. 


Management Analysis Supervisor 


esponsibility 


Conduct Audit Follow-up 


Program operations so that 


program objectives are 
accomplished, and coordi- 
nate interdepartmental 
activities necessary to 
effect timely implementa- 
tion of Audit 
recommendations. 
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Financial Analysis division of 
the Finance Department met 
with the Chief of Treasury to 
inquire whether recommenda- 
tions had been implemented. 


Management Analysis Supervisor 
requested and received con- 
firmation of implementation 


@ 9 


Summary of Section 196 
Procedures Findings 


CONDUCT OF AUDIT FOLLOW-UP PROGRAM 
(CONTINUED ) 


Management Analysis Supervisor 


Responsibility (continued) 


status of audit recommenda- 
tions from the Director of 
Finance. This information was 
contained in the semiannual 
Audit Recommendation Status 
Report (2/28/84). 


OMB and City Auditor's 
Responsibility 


Semiannually, a joint An Audit Recommendation Status 
report to Council on the Report (2/28/84) was prepared 
implementation status of by Kent South for Recommenda- 

Audit recommendations is to tion No. 2 (the only recom- 

he nrenared jointly hy the mendation noted as nat imple- 

Director of OMB and the mented). Recommendation No. 2 
City Malter regarding Maximizing Invest- 


able Funds was noted as not 
implemented because of a fail- 
ure of the banking community 
to allow the type of arrange- 
ment called for in the 
recommendation. 


The notes from the Exit Conference of January 4, 1983 
called for an ongoing investment program audit. The audit 
workplan for FY 83-84, presented to the Council by the 
City Auditor in September 1983, included the development 
of a continuous audit approach for the City's investment 
program and the implementation of that audit approach. 

The research and development work was begun in April 1984 
and continued until May 23, 1984, when it was „„ 
because of developments in the Finance Department. 


We have not made any inquiry into the activity conducted 
by the Internal Auditors in April and May 1984, nor 
whether that review did or should have revealed the nature 
of investment activity. 


44 


7 * 
Other Findings 


With respect to the report submitted January 31, 
1983, the following objectives were stated in the 
FeQOr Gu. 


= Determine that the investment program has 
complied with the applicable law 


= ‘Determine that the investment program maximizes 
investible funds and earnings 


= Determine that the monthly Treasury reports are 
complete, accurate and reliable 


Since the report was issued approximately four months 
prior to the passing of City Council Resolution 

No. 56549, the reverse repurchase transactions that 
were specifically identified and discussed in the 
body of the report had not been brought to the atten- 
tion of the City Council for review of the manner in 
which the City was to use such transactions. (See 
Section VI "City Council Resolutions.") 


eee seaced CoseCr Veuct mono Teccrt. c.di Scot 
in conflict with investment policy used by the 
Treasury division, which places safety and liquidity 
of the investment before its yield. 


The monthly Treasury reports did not disclose signif- 
icant investments in securities, obligations under 
reverse repurchase agreements and cash disbursements 
made to dealers in connection with the unrecorded 
transactions. This was not disclosed in the Audi- 
tor's report. The items mentioned above existed 
after October 1982; however, it is not known whether 
such unrecorded transactions existed during the 
periods reviewed by the Auditors. 


The field work supporting the audit report was per- 
formed in the summer of 1982 and tested investment 
transactions from the months of July and December 
1981; however, the report was not issued until early 
1983. We believe that the usefulness and effective- 
ness of the internal audit function is severely 
impaired by issuing a report over a year after the 
end of the periods tested to support the report. 
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Recommendations 


The nature of the activities undertaken in the 
Treasury division were complex, requiring a detailed 
knowledge of both the mechanics and implications of 
investment activity and reporting. When auditing 
areas such as Treasury and investments, we recommend 
that the Internal Auditors employ outside experts who 
are familiar with the subject matter to help plan the 
scope of the work, determine the tasks to be per- 
formed and review the findings. 


The procedures under Section 196 are structured and 
followed in such a manner that compliance with the 
recommendations is determined by verbal and written 
inquiry of the Division Chief concerned. There is no 
verification that the recommendations have been 
implemented effectively. We recommend that Section 
196 be amended so that implementation of Class 1 and 
2 recommendations is verified as being effective. 
This should be the responsibility of the Director of 
the Office of Management and Budget, and should 
include a review of the procedure or action imple- 
mented to ensure that ict has been Implemented 
effectively. In addition, we recommend that the City 
Auditor include a follow-up audit of Class 1 and 2 
recommendations in the audit program for the next 
fiscal year. 


Reports for all audit projects should be issued in a 
timely manner after completion of the field work. 
Section 196 of the Administrative Manual should be 
amended to include specific guidelines regarding 
timely completion of audit reports and audit 
follow-up procedures. 


Audit reports should be carefully reviewed before 
being issued to ensure that all critical findings are 
appropriately summarized in the recommendations 
section. 
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VI. RESPONSIBILITY AND AUTHORITY RELATED 
TO INVESTMENT ACTIVITY 
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RESPONSIBILITY AND AUTHORITY RELATED TO INVESTMENT 
ACT IL. 


We reviewed the following for indications of both the 
responsibility and authority for City investment activity: 


California Government Code, specifically Sections 
S sm OOU. woobUS aan sOSOCOmiCGC | 


Charter of the City of San Jose, as amended through 
December 13, 1982 [CC] 


City Council Resolutions, specifically numbers 56549 
(May 31, 1983) and 507894.(October..3...1978)) -hCCR | 


San Jose Municipal Code 
Treasury Division Procedural Manual [TDPM] 
Treasury Division Investment Policy [TDIP] 
In addition, we reviewed minutes of the meetings of the 
following bodies for the period from July 1, 1982 to 
approximately April 30, 1984: 
City Council 
Finance Committee of the City Council 
Rules Committee 
Treasury division staff meetings 
Reports to the City Council 
Findings 
A The City Manager is to keep the Council fully advised 
as to the financial condition and future needs of the 
City and make recommendations to the Council that 
he or she feels are necessary [CC - S701(g)]-. To 
help the City Manager meet this responsibility, the 
Director of Finance is required to present a monthly 
report to the Manager that discloses the financial 


condition of? the*®City= (CC —-Ss0s6(2 4 . 


The City Charter does not define the term "financial 
condition." 


Based upon interviews with Accounting and Treasury 
division personnel, we found no evidence that reports 
disclosing the City’s financial condition, as this 
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term is generally understood, were prepared at any 
time during the year, except in conjunction with the 
annual external audit. 


, At the direction of the City Manager, the 1983-1984 
work plan for the Accounting division included a task 
to develop a monthly financial report. The report 
format that was requested was to present the City's 
actual revenues and expenditures compared to budgeted 
amounts. Significant fluctuations were to be 
explained. Work on this project started in February 
1984. 


: In June 1984, the City Manager instructed the new 
Acting Finance Director to make the development of 
the report a top priority. 


A The first report prepared as a result of this project 
will be presented to the City Council in October 
1984. 


Recommendation 


. We concur with the City Manager's decision to make 
sucn a report a priority item and suggest tnat the 
development process remain a priority until accurate 
and timely data as described by the City Manager can 
be generated on a monthly basis. 


Supervision of Divisions 
Findings 


4 The Treasury division's procedural manual has not 
been ratified or reviewed by the Finance Director. 
The procedural manual contains detailed procedures 
describing how to handle unrecorded obligations and 
investments. Had the Finance Director carefully 
reviewed the procedural manual, he would have been 
aware of the nature of the City's investment 
activity. 


8 The procedural manual describes the procedures for 
tracking open reverse repurchase agreements and 
specifically mentions keeping track of the amounts 
owed under the agreements and the interest paid as a 
result of them [TDPM - 100.54 - 5]. 
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Recommendation 


Divisional policies and procedures should be re- 
viewed, understood, ratified and adhered to by the 
individuals responsible for the function. Respon- 
sibility is set within the City Charter. 


City Council Resolutions 
Findings 


City Council Resolution Nos. 56549 (effective May 31, 
1983) and 50789 served as the Council's authorization 
for investment activity from October 3, 1978 to the 
present. 


5 These resolutions authorize the City Treasurer to 
invest in those securities specified by CGC 53601 and 
53602. These codes are incorporated by reference, 
rather than by repeating the desired language from 
the code sections in the City Council resolutions. 


A On August 13, 1982, the CGC was changed to allow city 
governments to use reverse repurchase agreements in 
their investment strategy. 


As a result of merely incorporating CGC 53601 and 
53602 by reference in its resolution, City policy was 
changed without the specific action or the knowledge 
of the City Council. 


Recommendation 


City Council resolutions should repeat the desired 
CGC sections and not merely incorporate such sections 
by reference. As a result, subsequent changes to the 
CGC will not change City policy, unless the change is 
discussed by the City Council and then included in a 
revised Council resolution. 


Other Findings Without Specific Recommendations 
Concerning City Council: 


5 CCR No. 56549 requires 'the Director of Finance shall 
make a monthly report of such transactions [those 


transactions authorized by the resolution] to this 


Council." Monthly Treasury reports were prepared; 
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however, these reports were discussed or reviewed 
only superficially with the Finance Director and not 
with the City Council, as directed by the resolution. 


Council members expressed their view that the City 
Manager should put items on the Council agenda for 
discussion if any problems existed. One Council 
member indicated that the form and content of the 
monthly report had never been explained to the 
members, nor was any such explanation requested. 


Concerning the Finance Director 


The Finance Director is to invest funds in accordance 
with all applicable laws and ordinances [CC - 
S806(b)] and be responsible for all functions of the 
Finance Department [CC - S806]. 


From October 1982 through May 1984, significant cash 
disbursements were made to brokers, which were not 
fully understood by the Accounting division and 
incompletely reflected in the records of both the 
Treasury and Accounting divisions. The Finance 
Director's supervision of these disbursements and 
assessment of their impact upon the City's financial 
condition were both incomplete. 
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EXHIBITS 


Note: These exhibits have been prepared from City documents 
and do not include all transactions. 
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55 Almaden Boulevard 
San Jose, California 95115 


Telephone: (408) 947-5500 
Telex: 701974 


Honorable Mayor and City Council 
City of San Jose 


We enclose our report on our review of the procedures, policies 
and controls related to the investment activity under the con- 
trol of the Treasury division at the City of San Jose (the 
City). We reviewed the procedures, policies, and controls re- 
lated to the three portfolios that Treasury division personnel 
identified as being the pooled investments of the funds set out 


in our contract with the City. These portfolios are described 
below: 


Pooled cash and investments portfolio, which serves 
aS a common investment pool, except for the short- 
term portion of the City's two retirement plans 


5 Federated City Employees Retirement Plan, the 
short-term portion of which is under Treasury 
division control 


f Police and Fire Department Retirement Plan, the 
short-term portion of which is under Treasury 
division’ control 

We have not performed any procedures to verify that these 
pooled investments were the only investments under the control 
of the Treasury division; however, during the course of our 
review nothing came to our attention that would indicate that 
there were other pooled investments under Treasury division 
control. 
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Our procedures consisted of: 


: Interviews with certain current and former employees 
of the Finance Department, the City Manager's Office, 
the Office of Management and Budget, Internal Audit, 
and certain City Council members 


. Review of the City's methods of initiating, complet- 
ing, documenting, accounting for, and reporting on 
investment activity 


: Review of portions of the City's policy and proce- 
dures manuals for the Treasury, Accounting, and 
Internal Audit divisions 


5 Discussions with certain City consultants regarding 
various aspects of the City's investment management 
program 


This report contains our detailed findings and recommendations 
regarding the procedures, policies, and controls related to the 
City's management of Its investment portrolios. it 1s 
organized into the following sections: 


I. Council Summary 
II. Investment Policy 
III. Control Issues 
IV. Management Reporting and Review 
V. Internal Audit Review of Investment Program 


VI. Responsibility and Authority Related to Investment 
Activity 
Because the above procedures did not review all controls 
affecting the pooled investments and are more limited than 
would be necessary to express an opinion on the internal con- 
trol procedures of the City, we do not express an opinion on 
the system of internal control of the City or the controls over 
the pooled investments. Had we performed a review of the 
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system of internal control of the City or had we performed an 
examination of the financial statements of the City in accord- 
ance with generally accepted auditing standards, additional 
items might have come to our attention that we would have 
reported to you. This report is intended solely for the use of 
City management (including the City Council) and Should not be 


used for any other purpose. 


We would like to thank all the City officials, employees, and 


consultants who cooperated with us during this review. 
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